Chapter 4 An Assessment of Fiscal Imbalance Position of the Central Government of India
An evaluation of public finance of any nation through the fiscal imbalance position is critically important as it reveals a true picture of the fiscal affairs of the nation. Fiscal imbalance occurs when there is a lack of co-ordination between public expenditure and derivative public revenue. If government revenue collection is more than its spending, it has a surplus in the budget. On the other hand if government spends more than its revenue collection, it runs a deficit. In the situation of high public sector deficit, government needs additional funds to finance large fiscal imbalance. There are two ways for the government to arrange these funds. The first way is to borrow from the citizens themselves or from foreign countries or organizations like the World Bank or the IMF.
The money borrowed by a national government is called public debt. Therefore, large deficits lead to the accumulation of debt and if left unchecked, it can lead to macroeconomic crisis. Further, it also raises the interest burden on government because as on any other debt, the government has to pay a certain rate of interest. The second way to finance these large deficits is by printing new currency. However, this expansion in money supply caused by the monetization of public sector deficit lead to the excess aggregate demand in the in the economy, especially when aggregate supply of output is inelastic. The excess aggregate demand causes rise in the price level or brings about inflation in the economy.
Large and persistent public sector deficit can be an indication of several worrisome problems in the economy. Thus, prudent regarding fiscal deficit should remain the principal objective of the government, and there should be a mechanism to monitor its effect on the economy. In this connection, it is pertinent to recall Kautilya, the ancient scholar mind who around 150 A.D. in his Arthashastra wrote, "A wise Chancellor is one who collects revenue so as to increase income and reduce expenditure. He shall take remedial measures if income diminishes and expenditure increases". Kautilya"s prescription remains as valid today as two millennia back. Therefore, a fiscal programme has to be maintained within affordable limits by the government. In this context, this chapter analyses the Indian experience with fiscal imbalance position of the central government. The main focus will be on the growth and pattern of the different measures of deficit and public debt, different modes of deficit and debt financing, root causes of fiscal imbalance in Indian economy, fiscal imbalance of the central government and
Fiscal Responsibility and Budget Management Act (FRBM Act). This chapter is organized in three sections; Section 4.1 examines the growth and pattern of the deficit and public debt in India and different modes of financing deficit and debt. Section 4.2 presents the root causes of fiscal imbalance in India and Section 4.3 critically evaluate the FRBM Act and its Impact on Fiscal Imbalance.
Growth and Pattern of Deficit and Debt of the Central Government
The Public Expenditure has been assigned a key role in the economic development of any country specifically in the developing countries. There has been a rapid expansion of the public expenditure in a developing economy like India. The central government funds these expenditures mainly through taxes -income tax, corporate tax, and excise and custom duties. Its non tax revenue comes from interest received and surpluses of PSUs, financial institutions and other departmental undertakings like railways, Post, etc.
Recoveries of loans from states (and others) and the government borrowing are the source of capital receipts of the government. However, the total receipts and expenditure rarely match. The discrepancy between the expenditure and revenue of the central government is the budget deficit or surplus. Moreover, every year the government exceeds its own estimates of deficits, and has to borrow to meet the shortfall. The money borrowed by the government to finance yearly deficit leads to accumulation of public debt.
The terms "debt" and "deficit" are often used almost interchangeably in fiscal policy debate. However it is clear from the above discussion that there is difference between the two terms. To be clear, the deficit is simply the gap between flows of government revenues and expenditure in a given year. The debt is the outstanding stock of government securities that were issued to finance past budget deficits. "Government debt is the outcome of accumulation of borrowing that is used to finance fiscal deficits." (Twelfth Finance Commission Report, 2005 -2010 46 . In other words, deficit is the yearly shortfall and debt is the total amount that the government owes to its creditors from whom it borrowed to make up those short falls. It is important to note here that when revenues exceed expenditure i.e. when budget show surpluses, the overall debt falls and vice and versa.
Growth and Pattern of Deficit of the Central Government
In India, the presentation of annual budget by the central government is an important event. As against most develop countries, in India ordinary citizens, investors and corporate bodies look at the tax rates (income tax, corporate tax etc.), and on the other hand economists and academia look at the budget and fiscal deficits (Srivyal and Venkata, 2004) 47 . Further, there is no single "correct" or "standard" measure of deficit in India (see Appendix 4.1). Gross primary deficit was very high in the pre-reform period. This showed that gross primary deficit was the main culprit for the economic crisis of 1991 but in the postreform period, revenue and fiscal deficit have become the main culprits for most of the years.
Financing of Gross Fiscal Deficit of the Central Government
Among all the measures of the fiscal imbalance of the central government, fiscal deficit is the most comprehensive measure in India. It is an indicator of the real volume of problem of funding resources to meet expenditure needs. In simple words, fiscal deficit is the sum of three items (i) borrowing, other than through 91-day ad hoc treasury bills, (ii) sale of public assets and (iii) budget deficit. Thus it is an indicator the expected Conclusively, the share of other borrowing in total internal financing of the central government was much higher than the market borrowing in the pre-reform period.
However, the share of other borrowing has shown a decreasing trend in comparison to the increasing share of market borrowing in total internal financing of the central government of India in the post-reform period. Increasing dependence on borrowing to meet the deficit on revenue account had led to a continuous growth in the total indebtedness. However, an increase in debt puts liabilities have been increasing is a matter of serious concern. This has not only raised the interest burden but also academic concern about sustainability of public debt. External debt in the post-reform period had recorded a lower growth as compared to the prereform period. The increasing trend in government public debt as a GDP ratio was a matter of serious concern because of the associated pre-emption of resources from the private sector (Economic Survey, 2003-04) . Looking at the internal liabilities as percent of GDP, these registered a sharp increase in the pre-reform period from one-forth in mid-1980s to nearly half of the GDP in 1990-91. This occurred due to a combination of revenue deficits and poor returns on assets financed by capital receipts (Economic Survey, 1992-93) . This development resulted in the higher interest rate, crowding out of interest-sensitive investments in the short-run and lowering of the growth rate of the economy (Singh, 2008) 54 Table 4 .7 exhibits total subsidy of the central government in Rs billion as well as percent of GDP. Because the Indian Government, since independence has been subsidizing many industries and products, from gasoline to food, loss-making state- 
Causes of Fiscal Imbalance of the Central Government

b) Payment of Interest
One of the growing components of the government expenditure is the interest payments on both domestic and foreign loans. As the interest payments entail a large claim on public resources, it curtails the government"s capacity to spend on social sector and development activities (Economic Survey, 1998-99) . In India public debt of the central government has increased considerably over the years. This has resulted in increased interest burden on the central government. Table 4 .8 demonstrates the debt and interest burden of the central government of
India. This was due to the increasing relying on borrowed funds to meet the expenditure commitments (Economic Survey, 1986-87) . Continued dependence on borrowing for financing the major portion of the gap in resources has resulted in a significant increase in the interest payments (Economic Survey, 1990-91) . Interest payments steeped up from Rs. 6.06 billion in 1970-71 to Rs. 214.98 billion in 1990-91 recording a huge increment against the growth of the public debt during the pre-reform period. Thus a higher growth of interest payments resulted in a heavy burden on the economy in terms of growing government borrowing in the future too.
There has been a considerable increase in the growth of the interest payments during post-reform period. Due to such an increase of interest payments, the country 1990 -91 and 1991 -92 (Economic Survey, 1993 .
Thereafter, in the post reform period interest payments rose from Rs. 1074 Rs. .60 in 2001 to Rs. 2756 Rs. .18 billion in 2011 . Interest payments recorded comparatively lower growth against the growth of public debt during post-reform period. This growth in the interest liability was the outcome of rising fiscal deficits to meet market borrowing to meet the deficits. Thus it is clear from table and chart that interest payments is one of the major reasons for increasing fiscal imbalance of the central government. The burden on government can only be reduced by decreasing interest payments. As such government should formulate such policies so that the interest payments are reduced to maximum level.
c) Increase in Defence Expenditure
The government undertakes expenditures for defence purposes which act as a public good at the national level. There has been an enormous increase in defence expenditure in India during the planning period. The core reasons behind the increasing number of defence expenditure in India is due to modernization of defence equipments used by army, navy and air force. Further, with the growth of the economy, the security gets an important role. Thus we can find enormous increase in defence expenditure in India as the government has limited scope to reduce defence budget due to security reasons. (c) Corruption is rampant at all levels, which also leads to increase in the fiscal imbalance of the central government in India.
(d) Weak revenue mobilization is another cause of high fiscal imbalance. The revenue receipts of the centre, consisting of tax revenue, net of state"s share and non-tax revenue has increased at slower rate than that of growth in expenditure which also lead to increase in fiscal imbalance position of the central government of India.
Fiscal Imbalance of the Central Government and FRBM Act
The deterioration of fiscal situation and high fiscal deficit of Government of India by the latter half of the 1990s renewed the urgency for improving public finances at both Here, it is important to discuss the main objectives of the FRBM Act in detail. The preamble of the Act declares the three major objectives of the Act as follows:
 The first objective of the Act is to make the Government Responsible to "ensure inter generation equity in fiscal management, implying that borrowings are nothing but deferred taxation and the governments livings beyond their means leaves a burden of debt on future generations.
 The second objective is to make the Government responsible for ensuring long term macroeconomic stability because reckless borrowings by government crowds out private investment or fuels inflation or leads to balance of payment crisis eventually leading to macro-economic instability.
 The third objective is to make the government responsible for removing fiscal impediments to the effective conduct of monetary policy because unsustainable increase in deficit makes the task of the RBI to control money supply difficult as the RBI also happens to be the debt manager of the government. with the GDP grows at 6.2 percent in real terms, and the inflation rate is 3 percent, the central government"s debt as a proportion of GDP will be at the comfortable level of just below 30 percent. They also concluded that the elimination of the revenue deficit would serve as the binding constraint. The fiscal deficit target of 3 percent of the GDP will be more than met if the government is likely to end up reclassifying many current account expenditures as capital account expenditures.
An important weakness in the FRBM Act that Buiter and Patel point out is that it does not give any incentive to government to act counter cyclically. Ideally, in a period of above-normal economic activity, as during 2004-06, the government should cut the deficit more, and when the activity falls below normal, it should be reduced less. In the absence of incentives to act in this manner, the government may not overachieved the long-run target during the upswing, but will underachieve it during the downswing, and thus fail to meet the overall target. At the end it is prudent to say that India must continue its efforts to achieve the goal set by the FRBM Act.
